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Hong Kong has been considered as one of.the world's
major financial centres after New York, London and more
recently, Tokyo. Despite the dark clouds overhanging in
Hong Kong in the early 1980's when the 1997 question was
discussed between China and Britain, there has'been
significant growth in almost all areas of banking and
finance throughout the 1980s. As Appendix I shows, banks
from twenty-one countries have branches in Hong Kong, and
over 80% of the top 500 banks in the world have presence in
Hong Kong.
As the economy of Hong Kong grows, the stock market
inevitably attracts a lot of attention as. corporates go
public for capital while many small investors join the
wagon and find it most exciting. One area that has
experienced spectacular .growth but by far has only gained
interest more or less within the financial and
institutional circle is the Hong Kong Dollar Capital
Market, which in the context used in this research is
defined to cover only debt instruments. The market was
virtually non-existent before...1983. It grew from merely
HKD 5 billion in 1984 to over HKD 19 billion as at the en(
.of 1988, after peaking. at HKD 21 billion in 198.6. This
demonstrates how the market has grown in importance in
terms of funding.
2It is no secret that, with the exception of some
syndicated credits and floating rate notes issues for
India, opportunities are few and far between in the Asian
market except for China, Japan and Australia. Although
there have been some Australian Dollar Capital-Market
issues from Australian issuers arranged in Hong Kong, most
Australian and Japanese issuers prefer to go to more
sophisticated markets like London. Thus Hong Kong's future
as a major international financial centre depends very much
on the growth of China and the development of Hong Kong's
own domestic market, particularly the Hong Kong Dollar
Capital Market.
Because of the growing importance and the far
reaching effect of the Hong Kong Dollar Capital Market on
Hong Kong as a financial centre, it was considered that
some research, concentrating on the Hong Kong Dollar
denominated'debt market, was necessary to:
trace the growth of the Hong Kong Dollar Capitala)
Market;
study the instrumental role of financial engineeringb)
with reference to the borrowers' perspective
identify the needs and analyse factors that affectC)
the investors' choice'and
project the future development and direction of thed)
Hong Kong Dollar Capital Market,., with due regard to
what improvements should be made to enhance the
market.
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Given the narrower-.definition of Hong Kong Dollar
Capital Market,, the. researchers were not snubbing such
foreign currency financing.as the Canadian Dollar 100
million bond issue by the Mass Transit Railway ("MTR") nor
the HKD 10 billion rights issue by the Cheung Kong Group,
but would limit the scope of the research to Hong Kong
Dollar denominated debt instruments to allow an in-depth
study of an important part of the market rather than a
superficial coverage of a much broader topic.
To allow for a sufficient penetration of the
subject, after consultation with MBA Programmes Director
Dr. Kam-Hon Lee and faculty adviser Dr. Lawrence S.T. Tai,
it was decided that the research should be split into two
and conducted by two groups of researchers respectively on
two different but interrelated aspects of the market,
namely:
I "Creative Financial Engineering- The Borrowers'
Perspectives" and
II. "The Prevalence of Debt Instruments?- The
Investors' Perspectives."
The idea was to study and examine in depth the
demand and supply forces of the Hong Kong Dollar Capital
Market through the two researches. The eventual reports
could be regarded as stand-alone research reports but
readers are encouraged to read the two together and regarc
them as twin reports.
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Miranda .S S. H.- Fan and- Joannie W.F. Wong would be
responsible for the report entitled "Creative Financial
Engineering- The Borrowers' Perspectives (hereinafter
called the "Fan and Wong Report") and Jackson W.K. Cheung
and Patrick K.C. Yeung would be responsible for the report
entitled "The Prevalence of Debt Instruments?- The
Investors' Perspectives" (the "Cheung and Yeung Report").




In tandem with its economic developments, Hong Kong
has grown in prominence as one of the most important
financial centres in the world over the last decade. The
rapid growth of the debt market over the last decade,
fuelled by the influx of international expertise, has made
the-Hong Kong Dollar Capital Market an important source of
finance for corporates, while at the same time provides
potentially attractive investment opportunities for
institutions and high net worth individuals.
The Hong Kong Capital Market is not without its
problems as evidenced by its surges and crashes. This
research is designed to identify the needs of the
investors, analyse''the factors that affect the investors'
choice and examine ways of improving the activities of the
market.
The survey used the Investment Advisers and
Representatives who were registered under the Hong Kong
Securities Ordinance as proxies for investors and
speculators of Hong Kong Dollar Capital Markets
instruments. A questionnaire was sent out in November 1988
to the entire population of 900. They were asked to
elaborate:, their main criteria for investment, express their
opinions on-the adequacy of instruments available in the
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market,.advise where applicable their reasons for not
investing in Hong Kong Dollar Capital Markets instruments
and select their preferences of various options for
improvements in credit risk assessment, tax changes,
liquidity and clearing system which might increase the
attractiveness of Hong Kong Dollar Capital Markets
instruments. The prospective respondents were also asked
to express their views on the Hong Kong pegged currency
system.
A total of 133 valid replies were received of which
59 came from investors of Hong Kong Capital Markets
instruments and 74 came from non-investors. Responses from
investors show that they have a greater concern in the
issuers' credit risk, liquidity and return on investment'.
Non-investors of Hong Kong Dollar Capital Markets
instruments consider that the lack of liquidity is the main
reason for their not investing in Hong Kong Dollar Capital
Markets instruments.
Ways of improving liquidity were included as part of
the survey. The results clearly indicate that the
following measures will help improve liquidity:
the introduction of some form of Hong Kongi)
Government Treasury bills
the introduction of a discount windowii)
the establishment of a central clearing systemiii)
iv) the introduction of securities borrowing (and
lending) facilities
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Credit risk assessment of the issuers of Hong Kong
Dollar Capital Markets instruments also requires
improvement. The majority of respondents consider that
improvements in this respect increase the attractiveness of
Hong Kong Dollar Capital Markets instruments. Of the
various ways of improvements, the availability of some
independent rating system or agency appears to gain a
strong support, particularly from investors of Hong Kong
Dollar Capital Markets instruments. The call 'for more
stringent accounting information disclosure requirements
also has attracted considerable support, especially from
non-investors.
The demand for changes in the.tax structure
governing the Hong Kong Dollar Capital Markets instruments
is overwhelming, and appears to confirm the views expressed
by the Hong Kong Capital Markets Association that the
present tax structure discourages investing in Hong Kong
Dollar Capital Markets instruments.
The presently pegged exchange system remains to be a
controversial issue with preferences of change and no
change tied.
A parallel survey conducted by Fan and Wong focusing.
on the borrowers' needs clearly confirms that there is a
strong demand from corporate borrowers and financial
institutions to continue to use the Hong Kong Capital
Market as an important source of financing. To satisfy-
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this demand, a satisfactory secondary market has to be
developed and maintained.
Following the Financial Secretary's announcement in
his Budget Speech on lst March 1989 that Hong Kong
Government Exchange Fund bills would be introduced and
interest tax would be removed altogether, the market
participants are now left with a task to expedite the
establishment of a suitable central clearing system, which
together with the changes-introduced by the government,
should provide the Hong Kong Capital Market with the
necessary environment to function and grow.
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CHAPTER 3
AN OVERVIEW OF THE HONG KONG DOLLAR CAPITAL MARKET
3.1 Volume of the Market
Figure 3.1 shows the growth in volume of Hong Kong
Dollar Capital Markets instruments since 1978. The year
1978 was chosen as the starting point as it was the year
that the government opened up the financial market again by
allowing foreign banks to apply for banking licences in
Hong Kong. Compared to a meagre sum of HK$330 million
recorded in 1978, the total amount of new issues was over
HK$19 billion in 1988, after peaking at HK$21 billion in
1986.
VOLUME OF HONG KONG DOLLAR
CAPITAL MARKET ISSUES 1978-1988
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Figure 3.1
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Comparsion with the global market3.2
It may be interesting to compare the new issue
activity in the Hong Kong Dollar Capital Market with other
international markets (in other currencies) in 1988. This
is shown in Table 3.1 in terms of volume and in Table 3.2
in terms of number of issues. It can be seen that Hong
Kong was 11th in terms of volume and 10th in terms of
number of issues.
Table 3.1




United States Dollar 79,923
Swiss Franc 26,215
British Pound 24,847
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3.3 Major Types of Capital Markets Issues
Figure 3.2 displays the breakdown of issues from
1978 to 1988. For simplicity, various issues have been
categorised into floating rate certificates of deposit
("FRCD"), floating rate notes ("FRN"), fixed rate issues
and commercial paper. Looking at the figure, one may be
astonished by the rapid expansion of the commercial paper
market and the rise of the fixed rate issues.
As Figure 3.2 reveals, FRCD was the only product
with any significant volume in the market in the 1970s as
it was one of the most important sources of funding for
foreign banks in Hong Kong.. Activity of this. instrument
has been quite stable, maintaining at around HKD 1 to 2
billion in the 1980s.
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For anumber of reasons, namely, the lack of
understanding of the product, the lack of commercial needs,
the 1997 uncertainty, the unfavourable stamp duty and the
withholding tax problems, FRNs were not introduced into
Hong Kong until the MTR issued an innovative Bearer
Participation Certificate Scheme in 1984, which effectively
avoided the then stamp duty problems. However, as FRN
issues could require a number of formalities such as public
offering and listing, agency work as well as publishing of
detailed prospectuses, such issuance could be very
expensive. Thus, to make it worthwhile, the size of an
issue has to be large enough to absorb the overhead
cost. For smaller. issues, alternatives such as syndicated
loans or commercial lendings could prove to be more cost
effective. Indeed, there were only a limited number of
corporations such as MTR, Hong Kong Land, Jardine and
Cheung Kong whose funding requirements were large enough to
justify the issuance of FRN. For this reason, FRN
represents only a small part of. the Hong Kong Capital
Market activity.
Commercial Paper Issuance Facility or Certificate of
Deposit Issuance Facilities were introduced to Hong Kong
in 1981 and have since gained popularity in funding
through the local capital market. These facilities can be
either fully underwritten or non-underwritten using either
the fixed margin dealer system or the variable margin
tender panel system. Initially, these instruments were
confined to major corporates or financial institutions
where there were real investor demand. However, in recent-
14
years,- the market has been extended to second-tier names
where there is no real investor demand. In this sense,
these papers are held by the underwriters as. disguised
loan with relatively low return.
With the announcement of the Cook Report* in 1988,
these instruments, especially those of second-tier names,
have become relatively unpopular as they carry only a very
low risk adjusted return.
The most interesting aspect of the Hong Kong Capital
Market is the growth of the fixed rate Certificate of
Deposit (CD) or the fixed rate bond market. Thanks to
the successful establishment of a medium term interest rate
Hong Kong Dollar swap market, in which fixed interest rates
can be swapped into floating rates or vice versa, the
fixed rate CD market enjoyed a very rapid growth since the
issuance of the first swap-linked fixed rate CD by Bank of
Tokyo in late 1984, in which Hong Kong Land was the fixed,
rate payer. After this successful issue,'Hong Kong Land,
as well as other major corporates such as KEPSO, MTR,
Jardine, China Light Power etc. have been very active in
the swap market, thereby allowing a continuous stream of
fixed rate issues to be launched. With the swap, an issuer
of fixed rate CD can enjoy an effective interest rate which
Cook Report is a Report produced by the Basle Committee
on Banking Regulations and.. Supervisory Practices in 1988
providing guidelines for calculations of capital
adequacy ratio for financial institutions.
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can be-1/8% to 3/16% p.a. below HIBOR*. To the borrower,
this is very much cheaper,than the average cost of HIBOR+
1/8% p.a. in the case of funding by FRCD.
Another major factor for the rapid growth of the
fixed rate market was the continuously declining interest
rate in 1985 and 1986. It allowed investors to make
attractive profit through interest skimming thereby
encouraging them to increase their participation. It also
allowed the underwriters and market makers to book handsome-
capital-gains by holding the papers for a while before
disposing of them to the investors, whilst gradually
developing their placement power. However, with interest
rates suddenly showing signs of upward movement in February
1987, the fixed rate CD market quickly entered into a
.bearish cycle. During the six months thereafter the
secondary market effectively collapsed and virtually ceased
to operate as a market as there were literally no willing
buyers. The market players suffered badly as most of them
used short term funds, which kept going up, to fund these
papers. If they did not want to suffer such interest loss,
they would have to sell their holdings in a very depressed
market at a substantial capital loss.
With the stability of interest rate approaching the
end of.,.1987, the fixed rate CD market revived again with
over 30 public issues totalling around HKD3 billion
The Hong Kong Inter Bank Offer Rate
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arranged during the period from September 1987 to June
1988.- After that, again. because of*an upward movement of
interest rates, except for the Qantas HKD 391 million issue
launched in October 1988 (the first and by far the only
issue launched by a foreign corporate), all other fixed
rate CD issues in the second half of 1988 were arranged on
a private placement basis aimed at a very limited number of
investors which had a constant demand of Hong Kong Dollar
papers. These events demonstrate how vulnerable the Hong
Kong fixed rate CD market has been to movements of interest
rates.
Of course, perhaps the most important factor
contributing to the rapid growth of the Hong Kong Capital
Market was the influx of expertise by major international
merchant. banks, who have been enthusiastically educating
their corporate clients of new means of financing, which,
almost without exception, were at lower costs.
3.4 Innovation
As foreshadowed in the previous section, innovation
has been the rule of the game in this highly competitive
market. For example, the Hong Kong Dollar FRN market was
led by the MTR Bearer Participation Certificate which was
managed by ManHan in 1984; the Bank of Tokyo swap-linked
fixed rate CD issue started the development of the local
fixed rate CD market the numerous warrants for fixed rate
CD in 1986 brought about huge profits to various investors
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the various commodity-linked, Hang Seng Index*-linked fixed
rate bonds not only provided cheap funding for the issuers
but also provided good investment opportunities for
investors seeking to hedge against their committed
liabilities. A list of these innovative products is shown
in Table 3.3 with their detailed structure highlighted. In
short, new ideas have been the.most important constituent
and catalyst for the rapid development of the Hong Kong
Dollar Capital Market, which provides good investment
opportunities-for different types of-investors at low
funding cost to the borrowers.




LIST OF INNOVATIVE ISSUES IN HONG KONG (1982-88)
TERMSAMOUNT
SIGNIFICANCE(HK$) (YEARS)FACILITIESTSSi1FRYEAR
3 First commercial paper200 MCommercial PaperMTRC1982
programme in H.K. with
underwriting group.
First H.K. Issuer for TLC5500 MTransferable Loan1984 MTRC
(TLC)
First FRN in H.K.8500 MBearer certificateMTRC1984
First Tender conducted by3800 MCommercial PaperMTRC1984
Issuer
First H.K. Issuer8500 MFixed RateMTRC1985
Exchangeable Bond
First FRN Issue by subsidiary.5200 MFRN1985 DAEWOO (H. K.)
of foreign company..
First Fixed Rate CD related to5100 MFixed Rate CDBANK OF TOKYO1985 Swap. Issuer enjoy sub-HHI BOR.
funding






Floating Rate Notes with71,100 MMini-Max FRNMTRC1986
Minimum and Maximum Interest
Rates
First in the world 2 trenches:5650 MBull/FRN/FIRST1986 MTRC
one at HIBOR+ 1/8% another at
17%- HIBOR
First Uncommitted Commercial500 MUncommitted1986 MTRC
Paper FacilityCommercial Paper
First FRN with Warrants to buy31,000 MFRN with Warrants1986 CHEUNG KONG
500 M bull FRN at 14%- 3 Month
HIBOR
First Fixed Rate CD with3100 MFixed Rate CD with1986 KLEINWORT BENSION
attached warrants to buy 8%
Warrants
fixed.. Rate CD
The first Fixed Rate Bond51,500 MIndex linked Bull1987 BANQUE PARIBAS
linked to Hang Seng Index
and Bear Bond
Interest is based on the Higher51,700 MMismatch Loan with1987 UNION FAITH
of 3 Month HIBOR and 1 Month
TLC
HIBOR
Fixed Rate Bond with Investors'5500 MInterest Rate1987 MTRC




First Fixed Rate Bond linked to51, 000 MGold Linked BullBANQUE INDOSUEZ1988
gold priceand Bear Bonds
First FRN with minimum and3.75300 MMin-Max FloatingBANQUE PARIBAS1988
maximum interest rate
Rate CD
First Floating Rate CD with3250 MMismatch FloatingS TTRTTY PACIFIC1988
mismatchRate CD
Bond with warrant to purchase5200 MBond with WarrantBANK OF1988 H.K. Telecom shares
COMMUNICATIONS
First Mismatch TLC with option3450 MMismatch TransferableAMOY PROPERTIES1988 to convert to conventional
Loan Certificate
HIBOR
First for HK Issuer1- 73,000 MMedium Term NoteMTRC1988
First foreign Issuer for bond10391 MBond1988 QANTAS





The rapid growth of the Hong Kong Capital Market and
its quick downfall as a result of rise, of interest rate
tend to point to some deficiencies of the market-
insufficient investors' interest and the lack of an active
and sustained secondary market. This research attempts to
identify the reasons for such a scenario and examine ways





Since many independent variables of the topic of
Hong Kong Capital Market were not manipulable, the
researchers decided to use ex post facto method as the
research design. Survey by means of questionnaire was
adopted to search for relationships that might exist
amongst important variables. No attempt was made to
intervene or control these independent variables the
researchers only sought to measure the relative degree of
support for several relevant concepts which were known to'
be more important.
4.2 Sampling Design
Demand for Hong Kong Dollar Capital Markets
instruments was understood to come from both investors and
speculators. As far as investors were concerned, while
insurance companies, fund managers and large corporations
were obvious candidates with names easily obtainable, high
net-worth individuals were difficult to be identified and
were possibly reluctant to respond to surveys of this
kind. Speculators, mainly market makers, were interested
in promoting an active level of supply and demand, such
that the function of the market in raising funds could be
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ma: tained and even enhanced, while at the same time
profiting by trading or arbitrage. Their names were easily
available as they were widely known in the trade.
As such, an unbiased sample should cover candidates
from all the above-mentioned categories. In considering
various options for a suitable sampling plan, the
researchers decided to use the Investment Advisers and
Investment Representatives as the most appropriate proxy
for the investors and speculators at large. The reason was
that all Investment Advisers and Representatives were
required by the Hong Kong Securities Ordinance to register
themselves before they were permitted to offer investment
advice to individuals. Their names were listed in the Hong
Kong Government Gazette periodically. The list therefore
covered all fund managers and investment advisers (many of
them are internationally renowned financial experts as can
be seen in Appendix II) whose clients naturally included
high net worth individuals, insurance companies and other
institutions which were interested in investing in the Hong
Kong Capital Market. Moreover, sales and purchases of Hong
Kong Dollar Capital Markets instruments were usually
arranged through market makers. Because of their
specialised knowledge and proximity to the market, they,
more often than not, also provided investment advice to
their clients. So they normally would have registered
themselves as Investment Advisers or Representatives. The
list therefore-should embrace all market makers as well.
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Problems did exist in the use of the list for
survey. Investment in Hong Kong Dollar Capital Markets
instruments was no more than one of the many kinds of
investments that a registered Investment Adviser or
Representative might advise on. Because of the size of
market capitalisation and other factors, inevitably most
.registered Investment Advisers or Representatives might
only specialise in equities and would not be in a position
to offer comments on the surveyed subject. It was
'anticipated that this would reduce the response rate and
for this reason, the full list consisting of about 900
individuals, rather than a random sample of names, was.
used. It was also hoped that sufficient data could be
collected from those who did not invest in Hong Kong Dollar
Capital Markets instruments, such that reasons for their
not investing could be examined and possible ways to
improve investors' appetite could be explored.
4.3 Data Collection
In formulating the questionnaire, the researchers
had kept the language simple yet sufficiently professional
to pitch the level of knowledge of the prospective
respondents. Questions were designed to be short, and
where there were two or more related ideas, a question was
broken down into two or more parts to facilitate
understanding and response. Most questions offered all
possible. alternatives though'several questions did allow
respondents to express additional, relevant comments. ____.._..
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In. general, questions were constructed to seek to
identify the main criteria for investment, both for:
investors and non-investors of Hong Kong Dollar Capital
Markets instruments. Further questions were asked to
isolate any noticeable differences in the criteria that the
respondents used in investing in general and investing in
Hong Kong Dollar Capital Markets instruments. Virtually
identical sets of criteria were used for all these
questions to ease responding and to aid analysis.. A simple
four-point scale was used to record and measure the degree
of importance.
Investors in Hong Kong Dollar Capital Markets
instrument were further asked if they had found the
existing choices of instruments adequate or inadequate, and
the reasons thereof. On the other hand, non-investors were
asked why they did not invest.
Thereafter questions were asked around four issues,
viz., credit risk assessment, tax structure, liquidity and
clearing system, and whether improvements as suggested
would enhance the attractiveness of Hong Kong Dollar
Capital Markets instruments. These four issues were known
to be the most important ones that had significant impact
on the subject matter. Various changes had been advocated
by different interested parties, arguing that suitable
changes would lead to higher investment and increased
activities in the Hong Kong Dollar Capital Market. The
survey--attempted to test these proposals on the Investment
Advisers and Representatives...
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The next question asked for the opinion on the_
pegged exchange system. The researchers intended.to find
out:from the respondents the diversity of the views on the
currency system. Also, if currency risk was a major
concern for investment in Hong Kong Dollar Capital Markets
instruments, answers to this question might give additional
insight into the issue.
An open question was then asked to see if there were
other important points which the respondents would like to
make. In the last question, the respondents were asked to
indicate the size of portfolio under their management, such
that some analogies might be drawn if sufficient data were
collected.•
The questionnaire also provided an optional feedback
loop to the respondents: they would receive a copy of the
survey result if they so elected.
A copy of the questionnaire is included in Appendix
III of this report.
4.4 Data Analysis
Before the questionnaire was finalized and sent out,
a pre-testing of the data collection instrument took
place. That was achieved by presenting the.questionnaire
to one registered Investment Adviser and one registered
Investment Representative for comments. The questionnaire,
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after=.some:-minor refinement as a result, was then sent our-
to-the targeted respondents. A total of 143 replies were
received, representing a response rate of 15.9%. All
replies were then edited for clarity, readability,
consistency and completeness prior to analysis. Of all the
replies, ten of them were found to be not usable. Of the
usable replies, 59 came from investors of Hong Kong Dollar
Capital Markets instruments and 74 came from
non-investors. Raw data from the replies were then
rearranged and recorded in a Lotus 12.3 software to aid
analysis. The analysed data were then transferred into a
Harvard package for graphic presentation.
5. THE FINDINGS
The findings may be classified into 6 major areas:
_riteria For Investment5.1
GENERAL CRITERIA FOR INVESTMENT
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Figure 5.3
Figure 5.1 shows a comparison of the general
criteria for investment adopted by investors of Hong Kong
Dollar Capital Markets instruments and non-investors of
these instruments. Only eight more popular criteria based
on the responses. received are listed for comparison. They
are: Knowledge of the Market, Knowledge of the Instrument,
Issuer's Credit Risk, Return on Investment, Liquidity of
the Instrument, Risk Diversification, Currency Risk and
Clients' Preference/Instruction.
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The two groups appear to have more noticeable
differences of assessment in three areas, namely:
The issuer's credit risk. Tne average aegree o
i)
importance perceived by investors of Hong Kong
Dollar Capital Markets instruments is 0.5093 point
or 17.64% higher than.,the non-investors.
Liquidity. The average degree of importanceii)
perceived by investors of the instruments.is 0.168
point or 5.40% higher than the non-investors.
Return on investment. The average degree ofiii)
importance perceived by investors of the instruments
is 0.157 point or 4.88% higher than the
non-investors.
The reason for investors of Hong Kong Dollar Capital
Markets instruments placing more emphasis on the issuer's
credit risk can easily be appreciated, as credit risk is
the only means, other than interest rates, of assessing the
yield from Capital Markets instruments.
That liquidity is seen by the investors of Hong Kong
Dollar Capital Markets instruments to be more important is
not surprising the same questionnaire did ask several
questions on the issue of the liquidity, such as the
effects of having Government Treasury bills, Discount
Window,-Securities borrowing/lending facilities, and
30
smaller denomination of Hong Kong Dollar Capital Markets...
instruments. Analysis of responses to those questions,.to.
be presented later, will give some. insights into the
problem of ,liquidity.
The difference in the perceived importance of return
on investment is.frankly not very large. If an explanation
is needed it is probably because returns from Capital
Markets instruments, which are computed exactly, using a
formula based on-the maturity of the instruments, are the
main yardstick for choosing one Capital Markets instrument
over another, whereas return on investment from equities
(which are obviously the domain of non Hong Kong Dollar
Capital Market investors) is not so straight forward, as
there are several indeterminable variables in the
calculation. Capital gain (or the growth of the Company).
can be a more attractive factor in equity investment but
may or may not be regarded as part of the prospective
return from investment by these respondents, who may be
taking into account only the expected dividend income
stream from the investment.
Figure 5.2 compares the differences in the degree of
importance that investors of Hong Kong Dollar Capital
Markets instruments attach when they invest in general and
when they invest specifically in Hong Kong Dollar Capital
Markets instruments. Here only liquidity and-risk
diversification appear to have more noticeable differences
(6.4% and .4.5% respectively).
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Responses to the question addressed to investors in
the Hong Kong Capital Market asking for comments of the
shortcomings of the present market indicate that 48% of
them consider that liquidity is poor, while 41% consider
that choices of instruments are insufficient. These are
possible answers explaining the findings (differences in
liquidity and risk diversification) shown in Figure 5.2.
Reasons For Not Investing In' Hong Kong Dollar5.2
Capital Markets Instruments
Figure 5.3 lists out the major reasons for
non-investors not investing in the instruments. Liquidity
stands-out to be the single most important obstacle. Other
factors of significance. include clients' preference, return
on investment-and-currency risk.
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In respect of the ways to improve credit risk
assessment, the two groups of respondents appear to have
some differences. 70% of the respondents who are investors
of Hong Kong Capital Markets instruments consider that
improvements of credit risk assessment will lead to higher
investment in Hong Kong Capital Market. As can be seen in
Figure 5.4, they regard the availability of an independent
rating system or agency to be most important. On the other
hand, only.67% of the respondents who are non-investors
consider that improvements can bring about,more investment,
and their choice of ways of improving credit assessment is
shown in Figure 5.5.
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The responses from investors of Hong Kong Dollar
Capital Markets. instruments favouring the availability of
some independent credit rating system/agency tend to be in
line with general expectations, because Hong Kong, unlike
its more advanced and mature counterparts, does not have
the establishment of such a system. In a sense credit
assessment in Hong Kong for debt instruments is somewhat
handicapped.
That the non-investors of Hong Kong Dollar Capital
Markets instruments are less-confident that improvements in
credit assessment can lead to higher investment is
consistent with the finding in 5.1(i), where non-investors
show a lesser degree of concern about the issuer's credit
risk. Their preference for having more stringent
accounting disclosure may mean that this can help to reduce
their uncertainty about the issuers' credit worthiness, or
it may simply because they are interested to obtain more
accounting information generally to aid their decisions in
equities investment.
Without exception, both groups do not have high
regard to the usefulness of the imposition of heavier
penalty for providing false credit information.
5.4 Tax Structure
Tax structure has long been regarded as a major
impediment to the development of the Hong Kong Dollar
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Capital Market. ..The survey findings, as presented in
Figure 5.6 strongly support this view.


























As the present tax structure effectively discourages
investments in Hong Kong Dollar Capital Markets
instruments*, naturally responses from investors in Hong
Kong Dollar Capital Markets instruments express a stronger
view in favour of changes in the tax structure. Of the
options suggested to them, the call for exempting interest
tax on Hong Kong Dollar Capital Markets instruments gains
the most support. Following closely are,aprofit tax
exemption on Hong Kong Dollar Capital Markets instruments
and lifting-of interest tax altogether. In practice, the
effect of exempting interest tax on the instrument is
similar to abolishing interest tax altogether.
5.5 Liquidity And Clearing System
The question on whether the introduction of Hong
Kong Government Treasury bills would lead to more
investments in Hong Kong Dollar Capital Markets instrumentE
has produced some interesting answers. As can be seen from
Figure 5.7, the*two groups of respondents express strong
support for the government's issuance of Treasury bills.
The non-investors' support is actually four percentage
point higher than that of the investors, showing that they
are more enthusiastic in this development. Amongst the
respondents who are non-investors, there are two who vote
This view was expressed in the presentation to the Hong
Kong Inland Revenue by the Hong Kong Capital Markets
Association in 1987. This was eventually recognised by
the Government with interest tax abolished with effect
from 1st April 1989.__
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against the introduction. of Hong Kong Government Treasury
bills - they said they do not trust the "future" Hong Kong
(Special Administrative Region) government!
WILL HK GOVT T-BILLS LEAD TO






Answers to the question on how to improve market
liquidity have produced some valuable insight to this very
important issue. Figure 5.8 lists out the responses made
by the two groups. It is interesting to note that although
there are differences in opinions, the respondents
invariably consider that the availability of Hong Kong
government Treasury bills will enhance the activities of
the Hong Kong Capital Market. Also, while the
availabilities of discount window and securities' borrowing
38
facilities do gain considerable support, lowering of the
denomination (from the present level of HKD500,000) of the
instruments does not appear to be a major factor that
deters non-investors from entering the market.
WAYS TO IMPROVE MARKET LIQUIDITY
HOW TO IMPROVE























Responses from the two groups to the:... question: of
whether the setting up of a central clearing. system would
enhance market activity are identical: 81% of them are in
favour of the idea.
5.6 Currency System and Others
The controversial issue of whether the presently
pegged exchange system should be changed attracted diverse
'answers. Interestingly, the two groups of respondents have
similar responses, with about half of them voting in favour
of a status quo. For those who.voted for changes, the
answers are rather diverse, as can be seen in Figure 5.9.
DEMAND FOR CHANGES IN
HKD CURRENCY SYSTEM








The open questions on what other changes to the
present market could bring about a higher level of activity
did not attract any additional points of relevance.
Equally, the responses to the question of size of portfolio
under the management of the respondents did not provide
sufficient data for any useful analysis.
Of the total of 143 respondents, 65 (45%) elected to




The response rate of 15.9% cannot be considered
unsatisfactory given the generally unenthusiastic attitude
of people in Hong Kong towards responding to surveys.
Also, as anticipated at the outset, most of the targeted
respondents might only be interested in equities and would
not be confident enough to offer comments on something
which they were less familiar with. Indeed, the majority
of the ten invalid responses were letters saying that they
were not in a position to offer any idea or opinion for
this reason.
The survey results tend to point to the fact that
.the Hong Kong Dollar Capital Market is under-developed and
the promotion of an active secondary market is crucial. It
reveals that the lack of liquidity is certainly the most
detrimental deficiency and the following measures appear to
warrant serious and urgent consideration by the Hong Kong
Government and other relevant bodies.
i) The introduction of Hong Kong Government Treasury
bills. It seems that the availability of
Government Treasury bills, besides having other very
useful fiscal functions, can serve as a very
important market indicator of interest rate
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movements and increase the versatility of the
capital market*.
ii) The introduction of a discount window. The
issuance of Hong Kong Government Treasury bills
seems to be a prerequisite for the development of
discount window in Hong Kong. From experience
gained in the structure of discount system in other
mature domestic markets, it is understood that
Government bills are usually the first instrument,
and may be the only instrument, that can be
discounted through the window. Liquidity of the
market makers will be greatly enhanced if the
discountable instruments are expanded to
Certificates of Deposits, such as in the Bank Bill
market in Australia and the Discount Market in
England.
iii) The establishment of a central clearing system for
Hong Kong Dollar Capital Markets instruments. This
is something which has been under consideration by
the Hong Kong Capital Markets Association for some
time. The present situation where settlement has to
be arranged by market makers themselves is extremely
laborious and uneconomical. Also, if turnover
increases with the improvement of the level of
The Financial Secretary, in his Budget-Speech made on
lst March 1989, announced that the Government would.
introduce Exchange Fund bills to help develop the Hong
Kong Capital. Market.
43
activity-of the market, settlement and transfer of
securities without a. central clearing system will
become extremely chaotic because the securities are
presently held by a number of different custodians.
The introduction of securities borrowingiv)
facilities. The establishment of a suitable:
clearing system would facilitate the introduction of
securities borrowing and lending which will enhance
liuidity and sophistication of the market.
The availability of some independent credit rating
system will help to standardize and categorise credit
risks of available instruments. This will assist investors
to judge the credit quality of instruments and provide a
useful basis for risk and return comparison amongst
different instruments for more sophisticated transactions
such as securities borrowing and lending.
Tax reform is another very important element
unveiled by the survey. Responses from the Investment
Advisers and Representatives clearly confirm that there is
a strong demand for changes in tax structure. Which change
would benefit the market most and how a balance should be
struck against other fiscal consequences are beyond the
scope of this survey*.
The Financial Secretary, in his Budget Speech made on
1st March 1989, announced that interest tax would be
abolished as from 1st April 1989.
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The pegged currency system remains to be a
controversial issue. Perhaps the only valid conclusion
that:can be drawn from the respondents to this question is
thatat least half of the respondents prefer to have no
change.
The parallel survey conducted by Fan and Wong shows
that corporate borrowers and financial institutions
consider the Hong Kong Capital Market is under-developed
and a more active secondary market is desired. It also
reveals that there is a continuous need from corporate
borrowers and financial institutions to use the Hong Kong
Capital Market`lto raise capital. Just as an indication, in
the two years to the end of 1990, a minimum amount of HKD20
billion of debts presently represented, by Hong Kong Dollar
Capital Markets instruments will need refinancing. The
market clearly has a great potential. Timely and
appropriate improvements are required if the Hong Kong
Capital Market is to nurture.
As a final note, following the practical completion
of this survey report (drafts of Sections 4.5 and 6 were
presented to the faculty adviser for review on 25th
February 1989), it is gratifying to see that the Government
has finally reacted favourably to various submissions made
by interested parties over the last couple of years for the
better development of the Hong Kong Capital Market. Two
such=recommendations are the introduction of some form of
Treasury bills and the abolishment of interest tax which
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are confirmed in this survey. In the Budget Speech made on
lst March 1989, the Financial Secretary said :
" ............ The under-developed state of the Hongkong
dollar paper market has been attributed by some market
participants not only to the lack of government debt but
also to the incidence of interest tax. The issue of
Exchange Fund bills, as I have explained, should be helpful
to the development of this market. Furthermore, I have
considered the difficult question of-interest tax
and because the present discrimination between
interest paid by financial institutions and interest paid
by other entities is said to have inhibited the development
of Hongkong as an international capital and financial
market, I propose to simplify our taxation system by the
complete abolition of interest tax with effect.from the
year of assessment commencing 1st April 1989.............
The Government is clearly prepared to modify known
inhibition and the Government's recent, open-minded
attitude towards the permission of foreign institutions to
issue Hong Kong Dollar Capital Markets instruments is very
encouraging. It is now time for the market participants to







































Presence of World Too 500 Banks in Hong Kong
Deposit-taking Local
Licensed Overseas companies owned by Representative
World Rankin' Banks in Hong Kona overseas banksa Offices
1987 1986 1987 1986 1987 1986
1- 20 18 19 21 25 1
21- 50 25 27 26 25 3 2
3351- 100 27 26 29 6 10
101- 200 15 14 1617 29 29
201- 500 11 13 2827 41 36
18Others 16 36 35 63 67
1 5i120 116 L58 144143
'Top 500 banks/banking groups in the world ranked by total assets
less contra items. Figures for 1987 and 1986 are extracted from The
Banker. July 1987 and 1986 issues.
2Figures in this column represent the number of deposit-taking
companies which are branches or subsidiaries of overseas banks. classified
in accordance with the world ranking of these overseas banks.
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Authorized Institutions:















*Including 1 bank licenced but not yet in.
operation.
Source: Annual Report for 1987, Commissioner of Banking
Hong Kong
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Survey on Hong Kong Capital Markets
Thank you for reading this letter.
The undersigned is collaborating on a research
project being carried out- by a small group of final year
MBA students. By way of a survey, they intend to identify
the. needs and analyse factors that may affect investors'
choice of investment, particularly in Hong Kong Dollar
denominated capital market instruments.
Being an Investment Adviser/ Representative
registered under the Securities Ordinance, you are no doubt
conversant with various kinds of financial instruments, and
your extensive experience in this field will certainly give
invaluable input to the survey. I am therefore writing to
appeal for your support by sparing a few minutes to fill
out the attached questionnaire. A self-addressed and prepaid
envelope is enclosed for you to return the questionnaire
to the University.
You can be assured that all replies will remain
anonymous and only aggregated data will be reported. All.
replies, when duly processed, will be destroyed. However,
if you so request, we can send you a copy of our survey
findings in due course.
Please allow me to thank you once more for reading
this letter and for completing the questionnaire.
Sincerely yours,
Lawrence S.T. Tai, Ph.D.
Chairman
Department of Accounting and Finance
Faculty of Business Administration
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CONFIDENTIAL
SURVEY ON HKD DENOHTNATHD TAPITAL MARKET INSTROMRNTS
For each of the following questions, please tick what you consider as most appropriate.
Where applicable, you may tick more than one answer.
1. What are your criteria for investment in general:
In degree of importance,
(1) being most unimportant,
(4) being most important
1a) Knowledge of the features of the instrument 432
b) Knowledge of the market 1 3 42
1c) Credit risk of the issuer 3 42
1d) Return on investment 3 42
e) Liquidity 1 432.
1 4f) Length of maturity 32
1g)-Tax consideration 3 42
h) Diversification of risk 1 432
i) Currency considerations 1 42 3
j) Ease of administration/settlement 1. 432
1 432k) Clients' preference/instructions
1) Others, please specify
1 3 42
1 3 42
2. Have you ever advised your clients to invest in HKD Capital Market instruments?,
Yes No
If no, please go straight to Question 6.
3. i) On average, how much of your clients' portfolios is invested in HKD Capital Market
instruments?
Current Level Desired Level*





* under the present investment climate
ii) Please give reasons for any difference between the current and desired levels:
a) Lack of choice/availability of instruments
b) Poor liquidity of the instruments
c) Others, please specify
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In degree of importance,
(1) being most. unimportant,
(4) being most important
4. What are your criteria for investment in these instruments?
a) Knowledge of the features of the instrument 1. 2 3 4
b) Knowledge of the market 1 2 3 4
c) Credit risk of the issuer 1 2 3 4
d) Return on investment 1 2 3 4
e) Liquidity 1 2 3 4
f) Length of maturity 1 2 3 4
g) Tax consideration 1 2 3 4
h) Diversification of risk 1 2 43
i) Currency considerations 1 2 43
j) Ease of administration/settlement 1 2 3 4
k) Clients' preference/instructions 1 3 42
1) Others, please specify
1 2 3 4
1 2 3 4
5..In your clients' HKD Capital Market investment portfolios, please indicate your
preferred mix,. assuming all the following types of instruments are available:
a) Fixed rate Certificates of Deposit maturity up to 5 years
b) Fixed rate Certificates of Deposit maturity beyond 5 years
c) Fixed rate corporate bonds
d) Convertible debts
e) Fixed rate instruments with other specific features, e.g. Bull Bear etc.
f) Floating rate Certificates of Deposit
g) Floating Rate Notes
h) Floating rate instruments with specific features, e.g. interest mismatch
i) HK Government Treasury Notes
j) IDC Government Treasury Bills
k) Others, please specify
100%
Please go to Question 7.
6. What are the major reasons for not investing in HKD Capital Market inetrnmantc?
a) Knowledge of the features of the instrument 1 2 3 4
b) Knowledge of the market 1 2 3 4
c) Credit risk of the issuer 1 2 3 4
d) Return on investment 1 2 3 4
e) Liquidity 1 2 3 4
f) Length of maturity 1 2 3 4
g) Tax consideration 1 2 3 4
h) Diversification of risk 1 2 3 4
i) Currency considerations 1 2 3 4
j) Ease of administration/settlement 1 2 3 4
k) Clients' preference/instructions 1 2 3 4
1) Political uncertainty 1 2 3 4
m) Others, please specify
1 2 3 4
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7. i) In your opinion, what should help improve credit risk assessment?
a) More stringent accounting information disclosure requirements
b) The establishment of an independent rating system/agency
c) Heavier penalty for providing false credit information
d) Others, please suqqest
ii) Would the above improvements lead to higher investment in HKD Capital Market
instruments?
NoYes
8. Would you consider the following changes in tax structure could make HXD Capital
Market instruments more appealing to investors?.
a) Abolishment of Interest Tax
b) Removal of Interest Tax on HKD Capital Market instruments
c) Removal of Profits Tax on HKD Capital Market instruments
d) Other, please suggest:
e) No change is necessary
9. Would you consider the introduction of government treasury bills or notes could
increase investment in HXD Capital market instruments?
YPS No
Please indicate reasons: i)
ii)
10. i) In your opinion, what should help improve market liquidity of HKD Capital Market
instruments?
a) Availability of a discount window
b) Availability of securities borrowing facilities
c) Availability of some market indicators such as government treasury bills
d) Reduction of the minimum denomination of HICD Capital Market instruments
e) Others, please suggest




11. Would you consider the establishment of a centralised clearing system could
encourage investment in the HKD Capital Market instruments?
NoYes
12. What change to the present HKD pegged system would you consider could lead to
increasing investment in HKD Capital Market instruments?
a) No change is required
b) Pegged system replaced by a basket of currencies
c) Free floating of HKD
d) Others, please specify
13. Please suggest any other improvements to the present structure that could lead to











If you would like to receive a copy of the survey findings, please write down your
mailing address below:
Thank you for completing this questionnaire. We hope the survey findings will benefit
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